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COMMONWEALTH OF VIRGINIA
STATE CORPORATION COMMISSION
AT RI CHMOND, DECEMBER 18, 2001
APPLI CATI ON OF
VIRA Nl A ELECTRI C AND PONER COVPANY CASE NO. PUEO00584
For approval of a Functional

Separation Plan under the Virginia
Electric Uility Restructuring Act

ORDER ON FUNCTI ONAL SEPARATI ON

Executive Sunmary

Pursuant to requirenents of the Virginia Electric Utility
Restructuring Act ("Restructuring Act" or "Act"), Virginia
El ectric and Power Conpany ("Virginia Power" or "Conpany")
filed, on Novenber 1, 2000, a plan ("Plan") for the separation
of its distribution, transm ssion and generation functions. It
proposed to acconplish this goal by creation of an affiliated
conpany, to be called Dom nion Generation, to which Virginia
Power woul d transfer all of its electric generating plants, al
contracts for the purchase of electricity generated by others,
all contracts for the purchase of fuel for electric generation
and all personnel needed to nanage and operate the plants and
contracts.

The book val ue of the assets proposed to be transferred
exceeded $6.7 billion, while the market value of these assets

has not been determ ned. Although Virginia Power proposed this



transfer of billions of dollars of assets, it proposed not to
transfer any of its outstanding debt associated with and secured
by these assets. Instead, the Conpany proposed to enter a
contract with Dom nion Generation in the future in which
Dom ni on Generation woul d undertake paynent responsibility, but
not | egal ownership of or liability for, an undefined portion of
t he out standi ng debt obligation.

El ectricity produced by the generating plants proposed for
transfer would no | onger be subject to regulation by the
Commonweal th of Virginia or its designated agencies, but would
instead fall within the jurisdiction of the Federal Energy
Regul at ory Conmi ssion. Virginia Power proposed that the plants
be operated as exenpt whol esal e generators. Such entities make
sal es of power only in the whol esale nmarket, which is subject to
federal regulation only, by operation of the Federal Power Act.

During the course of the proceedings, the Conpany nmade 13
separate filings supplenenting or anending the Plan it proposed
on Novenber 1, 2000. The application and original Plan were
noticed to the public and a nunber of interested parties filed
protests and participated in the case. Over the course of nine
days in Cctober, 2001, the matter was heard by the Conmm ssion.
Addi tional revisions to the Plan were offered during and after

t he hearing.



This Order deni es approval of the Conpany's proposed Pl an
at this tine and instead directs Virginia Power to separate its
generation, distribution and transm ssion functions through
creation of divisions within the Conpany to manage and operate
each function.

As set forth at length in this Order, we find the Plan to
be vague, lacking in sufficient detail and adequate explanation
of many contingencies, and would | eave too many critical details
to be worked out in future filings. The allocation of paynent
on the billions of dollars of debt nentioned above is one such
detail. Further, the source and cost of power needed by
Virginia Power to neet its future capped rate and defaul t
service obligations on a reliable basis was not sufficiently
assured.

As found herein, the Plan proposed by Virginia Power woul d
i npose unacceptable risks on the utility's custoners by reducing
or elimnating the effects of many consumer protection nmeasures
i ncorporated into the Restructuring Act. The Plan would
transfer jurisdiction over critical matters fromVirginia to
federal authority; would renove fromVirginia Power billions of
doll ars of assets with which its financial debts are
collateralized; would inpede the devel opnent of an effectively

conpetitive nmarket for electric generation, as envisioned by the



Restructuring Act; and fails to provide any discernible consuner
benefits. Accordingly, the Plan is now rejected.

The Order does not foreclose, in any manner, further
consideration of the corporate reorgani zati on and asset
transfers proposed by the Plan at such tinme that needed market
structures, including regional transm ssion organizations, have
been established and conditions in the conpetitive market for
retail electric generation service in Virginia nerit. Denial of
the Plan is required at this tine precisely to enable these

| atter devel opnents to occur.

Application and Procedural History

On Novenber 1, 2000, Virginia Power filed with the Virginia
State Corporation Comm ssion ("the Conm ssion") an application
pursuant to Virginia Code 8 56-590 B of the Restructuring Act.
The application sought approval of a Plan for the functional
separation of the Conpany's generation, transm ssion, and
di stribution functions as required by the Act.

On Decenber 12, 2000, the Conpany supplenented its
application by filing its functionally unbundl ed cost of service
study and tariffs as part of what it characterized as its
"Phase 1" filing.

Under the Plan, the Conpany proposed to separate its

operations structurally by transferring $6.7 billion in



generation assets! to an affiliate, Doninion Generation
Corporation ("Dom nion Generation"), that the Conpany woul d
create. Dom nion Generation would be an entity known as an
"exenpt whol esal e generator” ("EWG'), engaged exclusively in the
sale of electricity in the wholesale market. |Its sale of

el ectric power in that nmarket woul d be regul ated by the Federa
Energy Regul atory Conmi ssion ("FERC') and not by the Commi ssion.?
The Conpany proposed to transfer to Dom nion Generation the
Conpany's rights and obligations under its non-utility
generation contracts, together with all its other rights and
obligations related to generation operations.

Under the Plan, Virginia Power would distribute the stock
of Dom ni on Generation to Dom nion Resources, Inc., which is
Virginia Power's parent conpany, in what the Conpany terned a
"tax-free spin-off." Virginia Power would retain its
transm ssion and distribution assets and operations, doing these
busi nesses under the name "Dom nion Virginia Power." The Plan

requi red approval by the Comm ssion pursuant to the

1 This is the approxi mate book value cal cul ated by Virginia Power as of
Decenber 31, 1999, based on the Conpany's proposed nethodol ogy. The actua
amount transferred woul d be based on book values at the date of transfer and
the allocation nmethodol ogi es approved by the Comm ssion. The Conpany's book
generation asset values are detailed in the Plan's Appendix C. The market
value of the plants is apparently unknown to Virginia Power, according to
testinmony from several of its w tnesses.

2 Under § 201 (b) of the Federal Power Act (16 U.S.C. § 824), the Federa
Energy Regul atory Commi ssion ("FERC') has exclusive jurisdiction over the
sale of electric power in the whol esal e market.



Restructuring Act and al so under the provisions of the UWility
Affiliates Act® and the Uility Transfers Act.*

According to the application, Virginia Power currently had
approximately $3.8 billion in outstanding | ong-termdebt. The
Conpany stated that essentially all of its assets are subject to
liens of its nortgage bond i ndenture. The Conpany has covenant
obligations in that indenture and other financings. In contrast
to the transfer of Virginia Power's generation assets to
Dom ni on Generation, Virginia Power's existing debt woul d not be
transferred, but would remain the obligation of Virginia
El ectric and Power Conpany, under its new trade nanme, Dom nion
Virginia Power. The Conpany proposed to reallocate paynent
responsibility for this debt between Dom nion Virginia Power and
Dom ni on Generation. In order to reallocate debt and to
transfer the generation business out of Virginia Power, the
Conpany stated that it woul d undertake debt restructuring
actions at sone tinme subsequent to the transfer. These actions
m ght i nclude market-based purchases of debt obligations,
def easance, alternative security, and trustee or bondhol der

consents. ®

3 Chapter 4 (8 56-76 et seq.) of Title 56 of the Code of Virginia.
4 Chapter 5 (§ 56-88 et seq.) of Title 56 of the Code of Virginia.
5> According to the Company, the debt paynent allocations would be performed

with the assistance of outside investnment bankers with the objectives that:
(i) Dom nion Resources naintain its current BBB+/ Baal credit rating,



According to the Conmpany's Plan, Virginia Power would be
part of Dom nion's delivery business, which includes electric
transm ssi on operations, custoner service and netering, and gas

and electric distribution operations in Virginia, North

(ii) Virginia Electric and Power Conpany doi ng busi ness as "Dom nion Virginia
Power"” maintain credit ratings as strong or stronger than the current A-/A3
seni or unsecured rating it currently enjoys doi ng business as Virginia Power,
and (iii) Dom nion Generation achieve an investnent grade credit rating.
According to the Conpany, credit ratings would depend not only on the degree
of financial |everage of the various entities, but also on neasures of cash
fl ow coverage. The extent of the debt realignment would therefore be
significantly affected by the |l evel of unbundled rates received by each of
the entities, as well as the operational expenses of each. For these
reasons, the Conpany states in its filings that it is currently not possible
to predict the level of debt at each of the entities, nor the precise form
that the debt would take. Thus, the Conpany asserts, until such time as the
Commi ssi on has approved the Plan, much of the financial restructuring would
remai n i ndeterm nabl e, except in broad general terns.

After determ nation of the unbundled rates in this case, and before any
restructuring activity, the Conpany stated that it would engage outside
parties to undertake an analysis of the revenues associated with the
unbundl ed rates, and the operati onal expenses of the entities, for the
purpose of credit rating agency analysis and review. To the extent
necessary, and insofar as practicable, the Conpany stated that it would
adj ust the capital structures of the entities so as to achieve its ratings
targets.

Wth respect to the obligations of the Conpany ot her than taxable debt,
such as tax-exenpt financing and preferred stock, the Conpany has stated in
this filing its plan to effect the transfer of these, or replacenent
obligations, to Dom nion Generation, either by assunption or issuance of
refundi ng obligations as part of the overall reallocation of debt
obligations. The proceeds from any new i ssuances woul d be used to rebal ance
debt | oads by payi ng down obligations of Virginia Power, including any
required call prem uns.

The Conpany stated that if it is unable to proceed with its proposed
restructuring plan as detailed in its application, it may propose an
al ternate approach: transferring the transm ssion and distribution assets
out of Virginia Power, rather than the generation assets. |In that case,
whi ch, the Application stated, would involve a revision of the Plan
(i ncluding, according to the Conpany, shifting "incunbent electric utility
status” under the Restructuring Act to a newentity created to hold the
transm ssion and distribution businesses), a subsequent exchange offering
woul d be nade with the goal of achieving ratings objectives simlar to those
outlined above.



Carolina, Chio, Pennsylvania, and West Virginia. The Conpany's
Plan further proposed that after the functional separation,
Virginia Power would continue to inpose and collect a fue
factor for recovery of fuel purchase expense, would coll ect
nucl ear deconm ssioni ng fundi ng costs (pursuant to the Conpany's
Nucl ear Deconmi ssi oni ng Funding Pl an)® and woul d al so col | ect
wires charges’ fromretail custoners; under the Plan, all three
of these collections would be paid over to Dom nion Generation.
Under the Plan, Virginia Power would be the "incunbent
electric utility" under the Act, with attendant responsibilities
associated with that designation.® Virginia Power would be
responsi ble for providing retail custonmers with capped rate

service until July 1, 2007,° and default service under the Act,

6 The proposal for Virginia Power to collect deconm ssioning funds fromits
rat epayers is discussed on pp. 20-22 of the Plan; the proposed Agent
Agreenment between Virgi nia Power and Domi nion Generation is contained in the
Pl an's Appendix D. Virginia Power's Virginia jurisdictional ratepayers
collectively pay $29 mllion annually toward the Conpany's nucl ear

decommi ssioning trust fund as set forth in the Conpany's Phase Il filing in
this proceeding, Volunme 1 of 4, Appendix A, Schedule 4, page 1

” The Conpany's proposed accounting for the wires charges collected from
rat epayers is discussed on pp. 22-23 of the Plan.

8 As di scussed bel ow, as the incunbent electric utility under the
Restructuring Act, Virginia Power would be solely responsible for the
statutory obligation to provide capped rate service under 8 56-582 and
default service under 8§ 56-585 for those custoners who cannot or who choose
not to shop for conpetitive generation suppliers.

9 Capped rate service can be termnated on and after July 1, 2004, in an

i ncunbent electric utility's service territory if the Commi ssion, upon
application of an incumbent, pursuant to 8§ 56-582 C of the Act, finds that
there is an effectively conpetitive market for generation services within the
utility's service territory.



if it is designated a default service provider pursuant to § 56-
585.

The Conpany's proposed Plan provides further that Dom nion
Ceneration woul d supply Virginia Power with el ectric power
during and after the capped rate period pursuant to a power
pur chase agreement ("PPA') between the two entities.!® Upon
expiration of the capped rate period, prices for any power
purchased by Virginia Power from Dom nion Generation under the
PPA for the Conpany's default service custonmers will be at

"prevailing market prices."

According to the Conpany, the PPA
woul d ensure the availability of generation assets or their
equi val ent for services to Domnion Virginia Power's retail

cust onmers. *?

0 The PPA, as proposed, would not have obligated Domi nion Generation to use
output fromthe units transferred fromVirginia Power to neet Virginia
Power's custoners' electricity needs. The output of the transferred plants
could instead be sold entirely into the whol esal e market and Virgi ni a Power
suppl i ed by Dom nion Ceneration through the latter's purchase of power from
ot her suppliers in the market. Through testinony fromthe |last witness in
the hearing, Dom nion Energy Chief Executive Oficer Thonmas F. Farrell 111,
Vi rginia Power proposed changes to the PPA to ensure delivery of power to
Virginia Power custoners fromthese units, if necessary.

11 gSpecifically, the Conpany states that " Domi ni on CGeneration will be
conpensated at rates consistent with prevailing nmarket prices for service
provi ded to Domi nion Virginia Power necessary for it to nmeet any assigned
default service role for custoners who still need a transitional safety net.
Virginia Power's rates for default service would be subject to Conm ssion
review to ensure they are fairly conpensatory and reflect prudently procured
energy costs." Plan, pp. 33-34.

12 The proposed PPA was described in the Plan on pp. 28-36, and was included
in the Plan's Appendi x E



The proposed PPA' s pricing provisions for default service
at "prevailing market prices" after July 1, 2007, were not
consistent with the provisions of Senate Bill 1420 ("SB 1420")
passed by the 2001 Session of the Virginia CGeneral Assenbly.

SB 1420 anended 8§ 56-585 of the Restructuring Act, requiring
that default service provided by incunbent electric utilities
after July 1, 2007, be priced with reference to conpetitive
regional electricity markets.*® Subsequently, the Conpany's Pl an
was anmended to reflect the changes this |legislation nmade to the
Restructuring Act, including those that change the pricing of
generation default service provided by incunbent utilities on
and after July 1, 2007.

For use on and after January 1, 2002, Virginia Power's
functional separation Plan proposed an index-based fuel cost
recovery nechani smthat woul d forecast generation by fuel types
and use projected fuel price indices. This new fuel factor
proposal provided for a true-up, or reconciliation of forecasted
fuel prices with historical prices, as represented in selected
fuel indices. The Conpany's actual fuel expenditures would not

figure in the calculations. Any under-recovery oOr over-recovery

13 Senate Bill 1420's revisions to § 56-585 further provide that in the event
the Commrission is unable to identify conpetitive regional electricity nmarkets
where conpetition is an effective regulator of rates, then the Conmi ssion is
required to establish default service generation rates by "setting rates that
woul d approxi mate those likely to be produced in a conpetitive regional
electricity market."

10



bal ance would be carried forward to the next fuel period. This
process would continue until the fuel factor term nates at the
end of capped rate service.* As noted, the fuel cost
col l ections would be paid over to Dom nion Ceneration.

As required by the Conm ssion's functional separation
rul es, the Conpany proposed in its Plan to unbundle its rates to
reflect the separation of its generation business. The
Conmpany' s proposed unbundl ed tariffs, rates, and terns and
conditions of service were included in its Decenber 12, 2000,
filing. The unbundl ed rates were based on a functionally
unbundl ed cost of service study for the twelve-nonth period
endi ng Decenber 31, 1999.

In its application, Virginia Power proposed a "m ninmm
stay" period of twelve consecutive nonths for those of its
custonmers who switch to conpetitive suppliers, but then return

to capped rate service.'® According to the Conpany, while its

4 The proposed fuel cost recovery mechanismis described on pp. 23-28 of the
Pl an. A supplenental filing concerning the Conpany's proposed fuel factor
nmet hodol ogy was filed with the Comm ssion on Novenber 29, 2000. Fuel factor
recoveries include the cost of assessnents made by the federal governnent for
(i) permanent disposal of spent fuel and, (ii) the deconm ssioning and
decont ani nati on of governnment owned nuclear facilities. The Conpany advised
inits 2000 Fuel Factor proceeding (Case No. PUE0O00585), that for cal endar
year 1999, the Conpany expensed approximately $25.5 million for both of these
items on a Virginia jurisdictional basis. This figure is in addition to the
$29 mllion annually recovered from Virgi nia Power custoners toward the
decommi ssi oni ng of the Conpany's own nuclear units referred to in footnote
No. 6, supra.

5 Virginia Power's "Phase |I" filing, filed December 12, 2000, Volume 4 of 4,
Appendi x F (Unbundl ed Rate Schedul es), pp. 2 and 3.

11



custoners do have a statutory right of return under the

t16

Restructuring Ac a mnimmstay period is necessary to

prevent inappropriate supplier "gamng" of the market.?!’

On page 41 of its Plan, the Conpany has al so requested
wai vers of certain requirenments within the Comm ssion's
functional separation rules. The waivers requested concern the
followng filings required by these rules: (i) jurisdictiona
breakdown of the cost of service studies, (ii) proposed systens

of account for Dom nion Generation, and (iii) estimtes of costs

to unbundl e the Conpany.!®

16 § 56-582 D

7 By Order entered in a subsequent rul emaking proceedi ng, Case No. PUE010296,
t he Commi ssion has concluded that incunbents nmay require custoners
voluntarily returning to capped rate service froma conpetitive supplier to
remain on capped rate service for a 12 nonth period, if the custoner's annua
peak demand is 500 kWor greater. No other mninmumstay is allowed at this
tinme.

® The Conpany provided no explanation in its application for the waiver
request concerning the requirenent (under the Comm ssion's functiona
separation rules) that the Conpany file cost of service studies reflecting
total conpany and total Virginia operations, and separating total Virginia
operations into Virginia jurisdictional operations and Virginia non-
jurisdictional operations (20 VAC 5-202-40 B 7). However, the Conm ssion was
| ater advised by the Conm ssion Staff that the Conpany desired to furnish a
cost of service study separating its operations into the follow ng four
categories corresponding to the nethodology it has enployed in prior rate
proceedings: Virginia jurisdictional, Virginia nonjurisdictional, FERC, and
North Carolina. The other two waivers correspond to 20 VAC 5-202 40 B 6 e
(proposed system of accounts for any affected, affiliated generation
conpany), and 20 VAC 5-202-40 (estimates of the cost of functiona
separation, and an explanation of how these costs will be shared by proposed
functionally separate entities). Wth respect to the waiver requested
concerni ng Dom ni on Generation's system of accounts, the Conpany sinply
stated that the sane had not yet been devel oped (Conpany's Novenber 1, 2000,
filing, pg. 41).

12



In a separate filing dated Novenber 29, 2000, the Conpany
furni shed updated data for its proposed fuel factor nethodol ogy.
The Conpany's Decenber 12, 2000, filing included: (i) a cost of
service study, (ii) unbundled rates, and (iii) proposed terns
and conditions of service. The Conpany's Decenber 12 filing
al so requested a waiver of the requirenent that its cost of
servi ce study be subdivided by class costs for netering and
billing.*®

As noted earlier, Dom nion Generation planned to own and
operate the generating assets transferred to it by Virginia
Power as an exenpt whol esal e generator, or EW5 not subject to
regul ation by the Comm ssion. The federal Public Utility Hol ding
Conmpany Act of 1935 ("PUHCA") requires a State Conm ssion to
make certain findings in conjunction with any such request.
PUHCA al so serves to prohibit power purchase contracts between

affiliated entities in the absence of certain additional

® The wai ver was requested in the Conpany's Decenber 12, 2000, filing in

Vol unme 1, pg. 4 thereof. The requirenent to subdivide class costs for
metering and billing services within the Conpany's cost of service study is
est abl i shed under 20 VAC 5-202-40 B 7 ¢ of the Conmi ssion's functiona
separation rules. The Conpany proposed that this information not be required
until the Virginia General Assenbly acts on the Comm ssion's draft plan for

conpetitive nmetering and billing services. That draft plan was presented to
the General Assenbly's Legislative Transition Task Force in Decenber 2000;
the plan's principal recomendations for conpetitive billing were

i ncorporated into Senate Bill 1420 ("SB 1420") passed by the 2001 Session of
the General Assenbly. SB 1420 al so established conpetitive netering as part
of Virginia' s restructuring inplenentati on—an el enent not present in the
Conmmi ssion's Plan which had proposed that conpetitive nmetering receive
further study and consideration. Thus, the Virginia General Assenbly has
acted on these issues.

13



findings by a State Conmission. Virginia Power has asked in its
Pl an that the Conm ssion nake such findings, which are discussed
in further detail bel ow.

The Conpany states that the proposed | egal separation of
the generation operations fromthe transm ssion and distribution
operations conplies with the Act, and specifically 8§ 56-590 of
the Code of Virginia. The accounts and enpl oyees of the two
operations will be separated.?® Virginia Power further asserts
that its Plan (i) provides safeguards agai nst cross-subsidies

bet ween regul ated and unregul ated entities,?!

and (ii) ensures
that its generation assets or their equivalent remain avail able
for electric service during the capped rate period and any
period during which Virginia Power serves as a default supplier.
Finally, Virginia Power asserts that the proposed functional
separation of its regulated and unregul ated busi ness activities,
its proposed internal controls, and the terns and conditions of
the PPA will prevent anti-conpetitive behavior or self-dealing
and di scrimnatory behavior toward non-affiliated units.

Virginia Power stated that its Plan was consistent with the

intent of the Virginia General Assenbly reflected in the Act and

20 The account bal ance al |l ocation nethodol ogy proposed to acconplish this is
descri bed on pp. 15-20 of the Plan; the proposed unbundl ed bal ance sheet is
i ncluded in Schedule C

2! The proposed internal controls for avoiding cross-subsidies and anti -
conpetitive behavior are set forth in the Plan's Appendix B

14



woul d ensure that the Conmpany's high standards for reliable
electric service will be maintained. Moreover, the Conpany
states that "Virginia Power's provision of adequate, reliable
and safe service, at just and reasonable rates, will not be
i npai red or jeopardi zed by the Conm ssion's approval of the

Pl an. "2

The Conpany stated that the generation, transm ssion,
and distribution assets will continue to be operated by the sane
per sonnel and according to the same standards that have all owed
Virginia Power to achieve high |evels of safety and reliability.

Thus, the Conpany requested approval of the Plan,
including: (i) the proposed transfer of its generation assets
and operations; (ii) the Nuclear Decomn ssioning Funding Plan;
(iii) the fuel cost recovery nmechanism (iv) the proposed form
of the PPA; (v) findings required by the Public Utility Hol ding
Conpany Act, 15 U.S.C. A 88 79 to 79z-6 (1997); and (vi) any
ot her approval s required under 88 56-76 to 56-87, 56-88 to 56-
92, 56-582 E, and 56-590 B of the Code of Virginia.

On February 22, 2001, we entered our Order for Notice and
Hearing, which set out many of the details of the Conpany's
proposed plan of functional unbundling, established a procedural

schedul e for the receipt of testinony and exhibits fromthe

Conmpany, the Commi ssion Staff ("Staff") and interested parties,

22 plan, pg. 40.

15



established a hearing date, and directed Virginia Power to
publish notice of its application in newspapers throughout the
st ate.

Qur Order of February 22, 2001, al so disposed of requests
by the Conpany for waivers of various provisions of the filing
rul es and established a procedure for dealing with the Conpany's
request for protection of confidential materials.?® Finally, the
Order directed the Staff to convene a prehearing conference of
the parties on or before June 22, 2001, and thereafter as the
Staff and parties mght find desirable, to explore the
possibility of narrow ng the case through stipulation or
settlement of particular issues. W directed the Staff to file
a letter advising us of the progress of these discussions on or
before July 31, 2001.

On June 22, 2001, Virginia Power filed its "Mtion for
St atus Conference,"” requesting the Conm ssion to "convene a
status conference before the Comm ssion in canera for a report
on negoti ations" anong the parties. The Conpany asserted in its
Motion that it had sought to provide assurances through a
proposal regarding its PPA that the FERC would not alter the
pricing requirenents of the contract. Virginia Power expressed

an opinion that "resolution of this issue is necessary before

2 Qur "Order Granting Confidential Treatnent," establishing protocols for
dealing with such material, was entered on June 6, 2001, and clarified by
subsequent order dated June 12, 2001, in this docket.

16



any progress can be made in settling and/or narrowing this and a
nunber of other issues in this docket."

Several parties responded and objected to the Mdtion and in
its reply Virginia Power asked that we hold its request for this
in camera conference in abeyance. Instead, the Conpany
requested that it be allowed to file a separate letter on or
before July 31, 2001, giving the Conpany's perspective on the
progress of the settlenent conferences.

On July 19, 2001, we entered an Order in which we denied
t he Conpany's request for the in canmera conference, but
permtted Virginia Power, and all other parties, to file letter
reports on the results of the discussions, cautioning al
participants not to reveal the particulars of any discussion, or
any confidences that m ght have been disclosed during the
nmeetings. Several parties and the Staff submitted letters on or
about July 31, 2001, advising us of the progress of the
settlenment discussions. Mst letters expressed sone optimsm
that resolution of particular issues could be reached in order
that the scope of the public hearing m ght be narrowed to sone

degree. ?*

24 The Conmi ssion entered a nunber of other procedural orders in this matter
resolving particular evidentiary or other questions. These orders nay all be
referenced on the Commission's website at the foll owi ng address:

http://ww. state. va. us/ scc/ casei nf o/ pue/ e000584. ht m

17



This matter was brought on for hearing before the
Commi ssi on on Cctober 10-12, 15-17, and 22-24, 2001.
Appear ances were entered by Janes C. Roberts, Esquire, Edward L.
Fl i ppen, Esquire, Karen L. Bell, Esquire, Kodwo Chartey- Tagoe,
Esquire, and James C. Dimtri, Esquire, for the Conpany; John F.
Dudl ey, Esquire, and Judith W Jagdmann, Esquire, for the Ofice
of the Attorney General, D vision of Consuner Counsel; Edward L.
Petrini, Esquire, for the Virginia Comrittee for Fair Uility
Rat es; John W Montgonery, Esquire, for the Virginia Ctizen
Consuner Counsel; Thomas B. N chol son, Esquire, for the New
Power Conpany; Urchie B. Ellis, Esquire, for hinself; George D.
Cannon, Esquire, and John L. Sachs, Esquire, for Cogentrix
Energy, Inc.; Robert M Gl lespie, Esquire, and Peter E.
Broadbent, Jr., Esquire, for the Virginia Cable
Tel ecommuni cati ons Associ ati on; Thomas W Ki nnane, Esquire, for
AES New Energy; Patrick A. O Hare, Esquire, for the Virginia
Coalition for Fair Conpetition; Frann G Francis, Esquire, and
Tinothy B. Hyland, Esquire, for the Apartnent and O fice
Bui | di ng Associ ation; Donald R Hayes, Esquire, for Washington
Gas Light Conpany; M chael E. Kaufrmann, Esquire, for Chaparral
(Virginia) Inc.; Kenneth G Hurwitz, Esquire, and Francis Al bert
Tayl or, Esquire, for Virginia |Independent Power Producers, Inc.;
Janes S. Copenhaver, Esquire, for Colunbia Gas of Virginia,

Inc.; and WIlliam H Chanbliss, Esquire, Arlen K. Bol stad,

18



Esquire, and Rebecca W Hartz, Esquire, for the Comm ssion
Staff.

The nine days of hearing in this matter produced a record
transcript approxi mately 2000 pages in length, conprising the
testinony of 27 individuals, sone of whom provided both direct
and rebuttal testinmony. The Comm ssion received 92 hearing
exhibits, which included the pre-filed testinonies of the
W t nesses, conprising additional thousands of pages of
guestions, answers and testinonial exhibits. Video tapes of the
debates in the Virginia House of Del egates and Virgi nia Senate
regardi ng the anmendnents to Senate Bill 1420 enacted by the
2001 Session of the Virginia CGeneral Assenbly, were al so
received into evidence, have been reviewed and consi dered by us
in our deliberations.

On and about Novenber 9, 2001, several parties filed post-
hearing briefs, addressing the issues raised by the application
and responding to various questions posed by the Conm ssion at

the concl usion of the hearing.

The Applicable Law
As noted, this application was filed pursuant to the
requi renents of the Restructuring Act and the Utility Transfers
Act. Further, the Comm ssion was asked to nmake specific

findings pursuant to two sections of PUHCA
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Section 56-590 of the Restructuring Act principally governs
our review of this Application. Pursuant to this provision,

i ncunbent electric utilities were required to file with us, on
or before January 1, 2001, their plan to effect the separation
of their generation, transm ssion and distribution functions.
The plan of separation may be acconplished through the creation
of affiliates or through such other neans as the Conm ssion
finds acceptabl e.

Under 8 56-590 B 3, the Conmi ssion is authorized to inpose
condi tions upon an applicant's plan for functional separation as
the public interest requires. These conditions may include such
nmeasures as requiring the incunbent's generating facilities to
remai n avail able for provision of generation service during the
capped rate or default service periods. W may also pernit the
utility at its discretion, but with our approval should it neet
the public interest, to provide instead the "equival ent” of such
facilities for these services. Another potential condition
named in this subsection would purport to allow us to prevent
any recipient of divested generation facilities from di sposing
of such facilities absent our further approval. The conditions
set out in 8 56-590 B 3 are not neant to be exhaustive, but
illustrative of nmeasures that m ght be taken in furtherance of

t he purposes of the Act and to protect the public interest.
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Section 56-590 B 5 requires the Comm ssion, in exercising
its authority under the Act and 8 56-90, the Uility Transfers
Act, to consider the potential effects of any transfer of
facilities on (i) the rates and reliability of capped rate and
default generation service, and (ii) the devel opnent of the
conpetitive market for retail generation services in the
Commonweal th. In addition, a separate section, 8§ 56-596 A,
requires that we take into consideration in all relevant
proceedi ngs under the Act, the goals of advancenent of
conpetition and econom c devel opnment in the Commonweal t h.

The Utility Transfers Act, Code § 56-88 et seq.,
establishes the manner in which a public utility may acquire or
di spose of utility facilities. The Conpany's proposed transfer
of its generation assets to Dom nion Generation would require us
to consider the requirenents established in this portion of the
Code. Section 56-90 requires that petitions be filed in a
particular formand to "clearly summari ze the object in view,

t he proposed procedure and the terns and conditions thereof."”
We may approve a transfer petition, "[i]f and when the

Comm ssion, with or without a hearing, shall be satisfied that
adequate service to the public at just and reasonable rates w |
not be inpaired or jeopardized by granting the prayer of the

petition[.]"
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In addition to these particular provisions, many other
sections of the Restructuring Act and other parts of Title 56 of
the Code affect the Conpany's application and wll be discussed
as needed throughout the remainder of this O der.

Two sections of PUHCA, a federal |aw, also bear discussion
at this point. As noted earlier, Dom nion Generation planned to
own and operate the generating assets transferred to it by
Virginia Power as an exenpt whol esal e generator, or EW5 not
subject to regulation by the Comm ssion. An EWS s generation
assets are denom nated "eligible facilities.” Under 15 U. S. C A
8 79z-5a(c) (1997) of PUHCA, as a prerequisite to the
designation of these facilities as "eligible facilities,” this
Conmi ssi on nmust determ ne that such treatnment (i) will benefit
consumers, (ii) is in the public interest, and (iii) does not

violate State | aw ?°

25 As noted by the Conpany on pp. 4 and 5 of its Plan, an EWG nust be directly
(or indirectly through an affiliate as defined in 15 U. S.C. A § 79b(a)(11)(B)
(1997)) and exclusively engaged in the busi ness of owning and/or operating
"eligible facilities" and selling electric energy at whol esal e.

15 U.S.C.A § 79z-5a (a)(1). An "eligible facility" is a facility used
exclusively for the generation of electricity for sale at whol esal e or used
for the generation of electricity and |l eased to one or nore public utility
conpanies. 15 U S.C. A § 79z-5a(a)(2) (1997).

Mor eover, because the generating facilities to be transferred to
Dom ni on Generation were in the rate base of Virginia Power on the date that
section 32 of PUHCA, 15 U.S.C. A § 79z-5a (1997) was originally enacted
(Cctober 24, 1992), these generating facilities cannot be considered
"eligible facilities" for EWG purposes unless the Virginia State Corporation
Conmi ssion and the North Carolina Utilities Comm ssion each make a specific
determination that allowing the facilities to be deened eligible facilities
(1) will benefit consuners, (2) is in the public interest, and (3) does not
violate State law. 15 U.S.C. A § 79z-5a(c) (1997).
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The Conpany al so asked for additional Comm ssion findings
under PUHCA, related to the proposed whol esal e PPA bet ween
Virgi nia Power and Dom ni on Generation. Because the two
entities would be affiliates, PUHCA prohibits Virginia Power and
Dom ni on Generation fromentering into a whol esal e power
pur chase agreenent unless this Comm ssion finds that it has
sufficient regulatory authority, resources, and access to books
and records of Virginia Power and any rel evant associ ate,
affiliate, or subsidiary conpany to exercise its duties under
15 U S.C A 8 79z-5a(k)(2) (1997). Those duties, inmposed upon
t he Comm ssion by federal law, require the Comm ssion to
determine that the proposed transaction: (i) wll benefit
consuners; (ii) does not violate any state | aw (including where
applicable, least cost planning); (iii) would not provide
Domi ni on Generation any unfair conpetitive advantage by virtue
of its affiliation or association with Virginia Power; and

(iv) isin the public interest.?®

The Transition to Conpetition
The Restructuring Act is a marked departure fromthe
traditional manner in which electric public utility service has
bot h been provided and regulated in Virginia. No |onger wll

the traditional utilities retain the unfettered right and

2 15 U, S.C. A § 79z-5a(k)(2) (A (1997).
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obligation to provide electric service to every customer within
their service territories. No longer will custoners be able to
| ook to agencies of the state to determne the fair, just and
reasonabl e rates for this service. Miltiple market participants
may offer to serve each custoner; the hope is that enough
sellers will emerge so that their offers, in conpetition against
each other, will inprove upon or at least maintain prices at the
fair, just and reasonable | evels that this Conm ssion has
striven to set over the years within the statutory franmework
provi ded by the General Assenbly.

As the proponents of Senate Bill 1420 depicted in floor
debates in the Virginia House of Del egates and the Virginia
Senate, the new rights and responsibilities set out in the Act
and our new role in overseeing the establishnment of conpetition
in the market for electricity are all in transition.

The Virginia General Assenbly was well aware of the
difficulties encountered in California by that state's attenpt
to create market structures for the delivery of electric service
and pointedly included in the Act nmechanisns intended to avert
such results for the Coomonwealth. While the California
probl ems are perhaps the nost extrene, the benefits of
conpetition have not yet been truly realized in any state that
has restructured its electricity industry. The nost efficient

and effective configuration for a restructured market to ensure
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reliable supply of electricity has not energed. The correct

bal ance of market forces and regul ation to protect consuners,
the environnent, and the forner utilities thenselves, has yet to
be determi ned. Answers to these and many other difficult
econom ¢ and technical problens wll becone clearer, if not
fully resolved, during Virginia s transition period.

We are in the beginning of a neasured transition from
regulation to conpetition that may run until July 1, 2007.
Proponents of the legislation pointedly cited this transition
period, which provides the opportunity to nmake any needed | egal
or regulatory adjustnments by the General Assenbly and this
Commi ssion in response to changes in circunstance, as the
primary insurance against a California-type outcone for electric
restructuring in the Commonweal t h.

During the transition, custonmers are protected from
volatility in the marketplace by the capped rates fixed by § 56-
582. Likew se, the incunbent utilities have this sanme period in
whi ch to recover the cost of investnents they nmade to serve the
public in the era in which they had no possibility of |oss of
custoners to conpetition. Uilities will acconplish this cost
recovery through the capped rates paynents of their custoners
and, to the extent necessary, through additional paynents by
custoners that shop, in the formof a wires charge, pursuant to

Code 8§ 56-583. This charge is designed, during the transition,
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to represent the difference between the nmarket price for
electricity and the incunbent's unbundl ed cost of generation,
when the latter is higher than market. Wres charges will be
coll ected during the period of capped rates, which will [ ast
until July 1, 2007, unless the utility requests an earlier
termnation after January 1, 2004, and we find that an
effectively conpetitive market for generation exists in the
utility's service territory, pursuant to Code § 56-582 C

In this period, it is hoped that alternative providers of
generation services will arise within and outside the
Commonweal th to create a supply of reliable, reasonably priced
electricity; that regional transnission organizations?’ ("RTOs")
will be fornmed, allow ng conpetitive suppliers to have
nondi scrim natory access to the electric transmssion grid in
order to deliver conpetitive electricity to custoners; that
mar keters will devel op strategies for providing conpetitive
services to custoners; and that alternative suppliers of
metering, billing and other ancillary services cone forth to
of fer new and i nnovative ways of providing these functions.

Qur role during this period will be to inplenent the Act

and any nodifications found appropriate by the General Assenbly

27 Designated in the Act as "regional transmission entities." We will in this
Order enploy the acronymfor the term"regi onal transm ssion organi zation" as
used by the FERC, since that agency is overseeing the devel opnent nationally

of these structures.
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to ensure that the existing incunbents, like Virginia Power,

t ake no undue advantage of their position as forner nonopoly
suppliers to unfairly restrict the devel opnent of all of these
new markets. W are nandated, in several portions of the Act,
to enact rules, establish fair allocation of costs, review
applications by utilities with respect to joining or form ng
RTGs, and take other necessary steps to ensure that the

i ncumbent does not enpl oy market power to raise or naintain
prices for electric services above those that the conpetitive
mar ket wor ki ng properly would ot herw se set.

The Restructuring Act requires that our consideration and
approval of functional separation for incunbents be concl uded on
or before Decenber 31, 2001, and the Conpany urged in its
application and subsequent prosecution of this matter a speedy
review and approval of its Plan. W note, however, that the
Conmpany only recently filed an action before the North Carolina
Utilities Comm ssion seeking that agency's approval of the plant
di vestitures sought here, and Conpany w t nesses acknow edged in
our hearing that the proposed Plan could not be inplenented
until at least the end of the third quarter of 2002, and very
likely by year's end.

Begi nni ng on January 1, 2002, custoners in the forner
service territories of American Electric Power-Virginia, The

Pot omac Edi son Conpany, Del marva Power & Light Conpany, and in
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one-third of the service territory of Virginia Power wll have
the opportunity to shop for alternative sources of electric
supply.2?® Another third of Virginia Power's custonmers will be
free to shop on Septenber 1, 2002, with the last third of the
Conpany's market, which is by far the largest in the
Commonweal t h, opening up to conpetition January 1, 2003. The
Conpany convinced us in earlier proceedings that the size of its
mar ket and the physical steps it would need to undertake to
enabl e conpetitors to interconnect with its systemand to
provi de accurate custoner netering and billing required a
transition period to choice inits territory. 1In Case
No. PUE000740,2° we established for Virginia Power this one-year
schedul e for the phased introduction of custoner choice therein.
In anticipation of the opening of the Virginia nmarket for
electricity supply, we have received and processed |icensing
applications froma nunber of conpanies interested in
participating and conpeting for custoners. To date, we have

i censed 11 conpetitive electric service providers, pursuant to

28 |n Case No. PUE000740, we established this schedule for the phase-in of
conpetition, as provided in Code 8 56-577. 1In this case, we determined that
the electric cooperatives, operating largely in rural territories, and Od
Dom ni on Power, operating in the far western counties of the Commonwealth,
shoul d have the entire two-year period permitted by the Act to ready

t hensel ves for the onset of conpetition.

2% Commonweal th of Virginia ex rel. State Corporation Conmmi ssion Ex parte: In
the matter concerning a draft plan for phase-in of retail electric
conpetition, (Order of March 30, 2001).
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Code § 56-587. Wth the entry of this order, and simlar orders
in cases filed by all the other incunbent investor-owned
utilities and electric cooperatives, we will determ ne and
establi sh the unbundl ed cost of the generation conmponent of
these incunbent's rates. These costs will mark, for many
el ectric custonmers, the "price to conpare.”™ Wen the wires
charge may be inposed, calculation of the "price to conpare" is
nore difficult. Essentially, conpetitors nust be able to better
the market price we are required under Code 8§ 56-583 to
establish. 1In either case, potential conpetitive suppliers wll
have the target price they nmust, in nost instances, beat in
order to entice custoners to take service fromtheminstead of
continuing to take generation supply fromthe incunbents.

Because Virginia' s electric rates are, on average,
relatively Iowcost, inroads into this market may take sone tine
to devel op. An additional inmpedinent in the imediate future is
the current status of the RTGs. The Federal Power Act reserves
federal authority, specifically to the FERC, over all interstate
transm ssion of electricity and all whol esal e sal es of power.
The FERC has undertaken several faltering steps to stinulate the
devel opment of these organizati ons.

In Order No. 888, the FERC required each electric utility
subject to its jurisdiction to file open access transni ssion

tariffs, establishing rates for transm ssion services for
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potential conpetitors of the utilities. Inits Oder No. 2000,
t he FERC has taken the conparatively sinple concept of open
access tariffs a step further and provided that utilities
formng or joining an RTO could be granted certain pricing
advant ages and nore expeditious nerger approvals when requested.

More recently, in an order issued Novenber 20, 2001,°° the
FERC announced a new nethod by which it woul d determ ne whet her
a whol esal e power supplier has generation or transm ssion narket
power and the steps it would take in response to any finding of
mar ket power. Sales of power into an RTO that already has FERC
approved market nonitoring and mtigati on woul d be exenpt from
application of the new test and mtigati on nmeasures announced in
t he order.

Thus, the federal concept first was that transm ssion
systens shoul d beconme open access carriers of all suppliers
power. The concept now is that managenent and/ or ownership of
the transm ssion systens thensel ves should ideally be turned
over by the utilities to independent entities to ensure that
they not be used in a discrimnatory nmanner to thwart

devel opnent of conpetitive whol esal e power nmarkets. In

30 AEP Power Marketing, Inc., AEP Service Corporation, CSW Power Marketing,
Inc., CSWEnergy Services, Inc. and Central and South West Services, Inc.,
Docket Nos. ER96-2495-015, ER97-4143-003, ER97-1238-010, ER98-2075-009, and
ER98- 542- 005; Entergy Services, Inc., Docket No. ER91-569-009, and Sout hern
Conpany Energy Marketing, Inc., Docket No. ER97-4166-008, Order on Triennial
Mar ket Power Updates and Announci ng New, |Interim Generation Market Power
Screen and Mtigation Policy.
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furtherance of this policy, new tests are being devel oped to
saf eguard agai nst the exercise of market power and to renedy any
abuses.

Because it lacks clear-cut authority to mandate the
formation or configuration of RTOs, the FERC s undertaki ng has
been nmarked by significant federal policy shifts and is still in
its nascent stage. Therefore, our consideration of applications
by Virginia s incunbent utilities with respect to RTO
est abl i shnment has been sidetracked for the nonent. W nust
await nore definitive federal action before we can nove further
on the applications pending before us that seek the transfer of
utility transm ssion assets to the RTGs. Consequently, one of
the market structures that the Restructuring Act deened critical
to the full devel opnent of an effectively conpetitive market is
not yet in place.

In this regard, we note that Virginia Power, along with
American Electric Power (and other utilities fromthe M dwest
and Upper Plains states), have chosen to attenpt to create an
entirely new organi zation, called the Aliance Regional
Transm ssion Organi zation ("Alliance") as opposed to joining an
organi zation in existence prior to FERC s O der 2000. The
establishment of a new entity is al nost necessarily a nore
difficult and tinme-consum ng undertaking than nmerely signing up

with one currently operating, and the Alliance has not proved
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the exception to the rule. The FERC has entered several orders
over the course of the past year approving various portions of
the proposed Alliance, but requiring nodification or additional
devel opment of many critical remaining aspects. Further
direction fromthe FERC is anticipated |later this nonth or

per haps early next year

The Consequences, R sks, and Uncertainties of Legal Separation
Virginia Power's proposed plan of |egal separation of its
entire generation function, capability and assets to Dom nion
Ceneration wll extinguish the regulatory and | egislative
oversi ght of the Commonwealth of Virginia with regard to these
generation assets at the very beginning of the transition
descri bed above, |long before the conpetitive nmarket can be
devel oped, or the pace and vigor of the devel opnent can even be
guessed.
Dom ni on Generation woul d operate as an exenpt whol esal e
generator, and all sales of its power would be nade in the
whol esal e market. The Federal Power Act preenpts state
regul ati on of whol esal e sales. The expressed intentions of the
Virginia CGeneral Assenbly to carefully nonitor and manage the
transition to conpetition would be dashed. Instead, the sane
federal agency that stood by during the power crisis in

California would be in charge of seeing that these generating
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units were used in a manner that protects the interests of the
citizens of the Commonweal th and ensures the devel opment of fair
conpetition.

The nunber of parties participating in this proceeding, and
the range of interests represented, truly indicate the
overarching inportance of this natter. No party to this
proceedi ng, including the Conpany, asserted or even suggested
that federal oversight of the devel opnent of the conpetitive
mar ket for |local electric service is a desirable outcone for
Vi rginia.

Virginia Power's case contended that reassurances it
proposed agai nst interference by the FERC, through contractua
| egal nechani sns, equal ed protections that are avail abl e under
the Act. The Conpany concl uded that these neasures were
necessary because of the jurisdictional transfer caused by | egal
separation. The proposed PPA, for exanple, contained provisions
that if approved by the FERC woul d preserve the pricing
mechani sms designed into Code § 56-585, with regard to default
service. Wthout |egal separation, of course, jurisdiction
remains with the state and the Code provision remains in full
force. The benevol ence of the federal agency as to pricing need
not be put to the test.

The Conpany went on to stipulate that, should the FERC ever

nodi fy the pricing provisions in the contract between itself and
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Dom ni on Generation, then Dom nion CGeneration woul d cease
suppl yi ng whol esal e power to Virginia Power. |nstead, Dom nion
Ceneration would provide power directly to end use custoners,
thereby re-creating the retail sales relationship so that state
jurisdiction over this service mght be reestablished. Wthout
| egal separation, of course, power will be provided to end use
custoners directly by Virginia Power.

G ven the evidence and the | aw, we conclude that we cannot
approve | egal separation at this time. This conclusion has been
recommended to us by a spectrum of interests: consumner
representatives, including the Ofice of the Attorney Ceneral's
Di vi sion of Consumer Counsel and the Virginia Ctizens Consuner
Counsel ; commercial and industrial consuners, including the
Virginia Commttee for Fair Uility Rates and the Apartnment and
O fice Building Association; an individual residential custoner;
and a variety of potential conpetitors that may seek to
establish thenselves as suppliers in the new Virginia market,

i ncl udi ng AES New Energy, The New Power Conpany and Cogentri X.

In reaching this conclusion now, we do not in any way
forecl ose approval of the proposed asset transfers in the
future, when conditions are such that the public interest in
safe, reliable electric service will not be jeopardi zed by the

transfers.
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The Act says that by the end of this year we nust approve a
pl an for each incunbent to separate its conponent functions.
Virgi nia Power contended that the Act expressed a preference for
| egal separation, as opposed to divisional separation. The
Virginia Coalition, but not the Conpany itself, contended that
the Act permitted a unilateral decision by the utility which
formof separation to undertake. The renaining parties could
detect neither the preference posited by the Conpany, nor the
prescriptive | anguage discerned only by the Virginia Coalition
in the words of the statute. Nor do we. Code 8 56-590 B 2
states that separation "may be acconplished through the creation
of affiliates, or through such other neans as may be acceptable
to the Conm ssion."”

Even if we believed that the foregoing wording indicated a
preference for |egal separation, we could not approve the Plan
as proposed, because of the effects it would cause, nostly
del eterious, on the public interest. The Plan does not
constitute a neans of separation "acceptable to the Conm ssion.”
This is our concl usion based upon thorough consideration of the
record described above.

The Pl an proposed by Virginia Power is not acceptable to
t he Comm ssi on because the contenplated transfer of the
generation assets unacceptably and irrevocably deprives the

Commonweal th of Virginia of authority over physical assets
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critical to the delivery of vital public services. It

i ntroduces unacceptabl e additional risks into the transition
period, which will be difficult enough as is. It provides no

di scernabl e, neasurabl e public benefits, although it may be
trenmendously beneficial to the Conpany itself, but this is by no
nmeans a certainty. Recent events in the energy nmarkets indicate
that | egal separation may pose risks for sharehol ders of
Virginia Power's parent, Dom nion Resources, Inc., given the
desire by the Conpany to exploit its generation resources to
better engage in an array of trading activities. Wile this is
a matter for which Dom nion managenent is responsible, it is
nonet hel ess an outcone that its Plan will facilitate and we nust
consider it as a potential consequence.

The Conpany contends that its Plan will (i) facilitate and
encour age the devel opnent of whol esale and retail generation;
(ii) protect Virginia s consuners; (iii) benefit Virginias
consuners; and (iv) allow Dom nion CGeneration to conpete
effectively with others. W cannot approve the Pl an, however,
because we find that it will create too nuch uncertainty, too
much risk, and provides too little benefits, if any.

The uncertainty attending the Conpany's case was evident in
the many changes it nmade to its proposal up to, during and after
the hearing. Substantial proffers were nade during the rebuttal

testinony during the |last days of the hearing itself. Nor did
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they cease with the closing of the record: the Conpany's brief
cont ai ned additional revised proposals regarding the Stipul ation
it offered.

Al t hough we appreciate the Conpany's attenpt to address
parties' concerns with and criticisns of its proposals, the
constant shifting made it difficult to ascertain just what its
Plan entailed, fromday to day. Further, the Plan could
possibly turn conpletely on its head even if we were to approve
it. Virginia Power disclosed, relatively in passing, that
should the credit rating agencies fail to endorse the financia
transactions planned for the divestiture of the generation, its
di stribution and transm ssion assets m ght instead be divested
to an entirely new conpany while "Virginia Power" would retain
ownership of all generation assets. 1In this eventuality, the
Conpany i ntends that the new distribution and transm ssion
entity woul d sonehow acquire the status, under the Act, of an

"incumbent electric utility."3!

W find no support for that
result in the Act, however, because it defines an i ncunbent
electric utility as each electric utility that, prior to July 1,

1999, supplied electric energy to retail custoners |ocated in an

exclusive service territory established by the Comm ssion. Any

31 This possibility was nentioned in Paragraph No. 32 of the Application and
was said there to "involve a revision of the Plan." W presunme, had we
approved the Plan and this revision was necessary, the Conpany woul d have
sought our further express approval before acting upon it.
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newy created distribution conmpany sinply would not qualify
wi t hout further amendnment to the Restructuring Act.

O her exanples of the uncertainties in the Plan include the
ongoi ng nodifications to the PPA and the Assunption and
Assi gnnent ("A&A") agreement,3? in which responsibility for
paynment of Virginia Power's debt would be divided between
Virginia Power and Domi nion Generation in sone as yet undefined
proportions. Virginia Power would renmain |egally obligated on
all its existing debt, a sumthat runs to billions of dollars,
despite the transfer of all of the generating assets, and their
acconpanyi ng value to Dom nion Generation. The Conpany adm tted
that it would need to undertake further actions to assure the
financial markets and establish the creditworthiness of the new
Dom ni on Generation and new Doninion Virginia Power. The
out cone of these financial dealings would provide the capital
structures of the proposed entities, and largely determ ne the
rates available to themfor their future financings. The
Conpany asks us to approve its Plan, but deal with probl ens
arising fromthese further required steps in | ater proceedings.

Thi s we cannot do.

32 See, for exanple, Exh. TFF-76, which offered notable nodifications to the
A&A agreenent. The Conpany offered a "set-of f" nechanism whereby in the
event of a default by Dom nion CGeneration under the A&A agreenent, Virginia
Power could wi thhold paynments it owed Dom nion Ceneration under the PPA
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Furt her uncertainties surround the PPA. The PPAis a
contract for the whol esal e sale of power between Virginia Power
and Dom ni on CGeneration and as such would fall under the
exclusive jurisdiction of the FERC. The Conpany sinply could
not assure that the FERC will not interfere with or change the
PPA, although it proffered provisions with which it hoped to
persuade us that the PPA is the "equivalent” of the utility's
generation assets and that would renmedy any federal
nodi fications or intrusions in an iron-clad manner.

A Conpany w tness, discussing the PPA, stated that it was
drafted in such manner that if the FERC once approved the
contract, it would be "precluded"” from making further

nodi fications to it except under the rigorous Mbile-Sierra

standard.®® This standard requires a showi ng of sonething akin
to extraordinary circunmstances of conpelling public interest
necessity before a contract can be nodified. Even this standard
can be nmet. Events in California and recently in Texas have
certainly produced extraordinary circunstances that would seem
to justify federal contract revision. |If |egal separation
occurs, the contractual terns are sinply no |longer solely a
state matter. The General Assenbly's expressed intent that the

Restructuring Act is a "work in progress" would no | onger apply

33 The doctrine is named for the two cases in which it was formulated: United
Gas Pipe Line Co. V. Mbile Gas Service Corp., 350 U S. 332 (1956) and
Federal Power Comm V. Sierra Pacific Power Co., 350 U S. 348 (1956).

39



to power produced and supplied by these Virgi nia Power
generating assets. Responsibility for the "work in progress”
woul d be del egated northward, across the Potonac.

The FERC has vacillated on pricing -- permtting or denying
mar ket - based rates under a variety of circunstances, taking this
step and that to stinulate whol esale conpetition and RTO
formati on, inposing or renoving price caps of varying levels in
response to market conditions -- and it is difficult to predict
the tack it will take next nonth or next year or the year after,
or with changes in federal admnistrations. Conplete assurances
over the reliability of supply and pricing for capped rate and
default services can only be attained if |egal separation is
denied at this tine, without prejudice to reconsideration as the
mar ket devel ops and conditions in Virginia warrant.

The Uility Affiliates Act, Chapter 4 of Title 56 of the
Code of Virginia, provides that no contract or arrangenent for
the furnishing of services between a utility and its affiliate
is valid, absent approval fromthe Conm ssion. The Virginia
Suprene Court has said that an inportant aspect of the public
interest is assurance that an affiliated conpany of a regul ated
conpany does not receive unjust benefits, to the detrinent of

the utility's custoners.®* While Dom nion Generation and

34 Roanoke Gas Conpany v. Commonweal th, 217 Va. 850; 234 S.E.2d 302 (1977).
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Virginia Power would be affiliated interests, the FPAlimts the
Commi ssion's authority under the Affiliate Act with respect to
future changes to the PPA. Code 8§ 56-80 of the Affiliates Act
provi des that the Conmi ssion maintain "continuing supervisory
control over the terns and conditions"” of affiliate agreenents.
This section states in part:

Every order of the Comm ssion approving any

such contract or arrangenent shall be

expressly conditioned upon the reserved

power of the Commi ssion to revise and anend

the terns and conditions thereof, if, when

and as necessary to protect and pronote the
public interest. (Enphasis added.)

Wth | egal separation, any such revision or anendnent of the PPA
necessary to protect and pronote the public interest would be

subj ect to FERC approval . 3°

This inmportant protection of the
Uility Affiliates Act would, |ike other protections, be made
subj ect to federal review and approval.

While the parties may disagree as to the extent, there
seens little question, based on responses to our specific
inquiries at the end of the case, that the protections designed
into the Act would be | ess secure under |egal, than under
divisional, separation. Qher exanples further denonstrate the

point. Although Virginia Power offered to stipulate that we

coul d obligate Dom nion Generation to be a default generation

35 See e.g., Post-Hearing Brief of Virginia Electric and Power Co., Appendix B
at p. 8.
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supplier under the Act, there is serious question as to our
ability to do that. The Conpany even acknow edges such, stating
at page 13 of its brief that "the distributor [is] the only
entity that can be required to provide default service."
(Enphasi s added.) Dom nion Generation would not be a
distributor as that termis defined in the Act, which sets out a
specific procedure we nust follow in order to designate anyone
other than the distributor as a default service provider.3°
Agai n, statutory changes would be required to allow this Plan
conti ngency to be inplenented.

Anot her statutory nmechani sm whose effectiveness would be
doubtful is the condition identified in 8§ 56-590 B 3(iii) that
woul d permt us to restrict transferees of generating assets
from maki ng further sales, transfers or disposals of the assets
t hey receive. Dom nion Resources, Inc., through its
subsidiaries, is currently conpeting in the whol esal e energy
mar kets and engaging in various trading activities. These
activities are not reqgqul ated by the Comm ssion as public service
functions, nor should they necessarily be. W have no
regul atory authority with regard to Dom ni on Generation or its

i mredi ate corporate parent, Dom nion Generation Holdings.3® Wwe

% Code &8 56-585 A and B.

37 The role of the Legislative Transition Task Force with respect to these
generation units, pursuant to Code § 56-595 C, would al so be elim nated.
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have no authority over the non-utility activities in which the
ultimate corporate parent, Dom nion Resources, Inc., is

i nvol ved. W have no control over the capital structures of any
of these entities, or the business dealings they undertake.
Energy trading and other simlar activities may have led to the
recent downfall of Enron Corp. |If the plants are transferred to
Dom ni on Generation and shoul d | osses occur within the non-

regul ated side of the enterprise, our restrictions on further
transfers may be neaningless. Liens nay be placed on the
generation plants, or the assets may fall into the control of a
bankruptcy court and a di sposal of them occur, wi thout regard to
any limting condition on disposal we m ght have inposed under
Code 8§ 56-590 B 3(iii). This circunstance may be very unlikely
to occur, but little nore than a nonth ago it woul d have been

t hought inpossible to occur to a conpany with a market val ue
much | arger than Dom ni on Resources, Inc. The fall of Enron
Corp. has narrowed the scope of the inpossible.

The Commonwealth will better be served at this tinme, in the
event of a business failure anong the unregul ated entities, if
Virginia Power, a separate corporation, retains the assets (and
not just the debt as the Plan woul d provide) and personne
needed to supply reliable power to Virginians, during the
transition to a conpetitive market, which is still a "work in

progress."
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The consuner protections designed into the Act at Code
88 56-578 F and G -- authorizing us to take steps to encourage
expansi on of the transm ssion system and to conbat market power
abuses -- will also retain their greatest vitality under
di vi si onal separation, since the Comm ssion will not be
preenpted by federal |aw from acting under these sections; |egal
separation entails federal preenption.

It appears that nuch of the Conpany's case has been to try
to reproduce and substitute by contract, stipulation or other
non- st at ut ory neans, consuner and busi ness protections now found
in the Act that are clearly applicable to functional separation
by division, so that these state |law protections would extend to
| egal separation, despite the preenptive effect of the transfer
of jurisdiction fromstate to federal authority. Though
appreciative of this effort, we find it falls short of the mark.
Both the Restructuring Act, and the findings we nmust nake under
PUHCA before approving these generation transfers, require that
we consider the public interest and, under PUHCA, require an
affirmati ve denonstrati on of consuner benefits before approving
such transfers. In this, Virginia Power's case is |lacking. The
Conmpany has not nmade an adequate showi ng of the public benefits
of its proposed Plan, and the remaining participants have fully

denpnstrated the risks to consuners inherent init.
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The Plan also calls into question other key provisions of
Virginia law. Virginia Power proposed, for exanple, to continue
to maintain fuel factor recovery of its fuel expense although it
woul d no longer be a "utility which purchases fuel for the
generation of electricity" and thus would arguably be outside
t he scope of Code § 56-249.6. Also under the Plan, Virginia
Power woul d continue to collect a wres charge, intending to
pass this collection on to Dom nion CGeneration. The Act mekes
this arrangenent questionable, in that the incunbent electric
utility (Virginia Power) woul d not have stranded costs with
respect to generation, although Dom nion Generation mght find
itself in that situation. Dom nion Generation is not and does
not intend to be a utility, however.

The Plan raises far nore questions than it answers. In so
doing, it inmparts unacceptable risks on Virginia citizens and
busi nesses that depend on Virginia Power to supply the power for
vital commercial, industrial and donestic needs. At this point
in the devel opnent of the conpetitive market, there is no
mar ket , whol esale or retail, adequately devel oped to be a
reliable substitute for Virginia Power's output. Even if there
was a robust nmarket, full of suppliers ready to conpete for
generation business in Virginia, there is no RTOin place to
ensure that power can be transmtted at fair and non-

discrimnatory prices to the Comonweal th. Lastly, were both of
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t hese necessary conditions for effective conpetition nmet, and
unquestionably they have not been net, there would still be the
uncertainty of federal regulatory oversight to be accommobdat ed.
WIIl FERC permt extraordinary prices to be charged by

whol esalers in Virginia, or wwll it inpose price caps, if
needed? WII| it be proactive or |aissez-faire? Over tinme, we
believe it will be possible to resolve these questions, but now
the situation is too volatile for us to justify abandoning the

Commonweal th' s oversight role.

Asserted Benefits of Plan

Virginia Power posited that |egal separation of its
functions woul d be beneficial to conpetition. First, approval
of its Plan, the Conpany opi ned, would "send a nessage" that it
no | onger enjoyed any special regulatory protection and that the
Commonweal th was now "open for business.” Inits view, Dom nion
Virginia Power, the distribution conpany resulting fromthe
di vestiture would act as a disinterested market facilitator, and
have no particular regard for ensuring the success of Dom nion
Gener ati on.

It was asserted by the Applicant that |egal separation
woul d al | ow Domi ni on Generation to be a stronger conpetitor,

able to concentrate on the generation business, no |onger
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"di sadvant aged"” by the distractions of nmeeting the obligations
of a distribution public service conpany.

Next, upon | egal separation, the generation business
believed that it would no | onger be subjected to the limting
effects of the FERC Code of Conduct, which, the Conpany
asserted, prohibited it fromoperating its generation assets and
t hose owned by ot her Dom ni on Resources, Inc.'s subsidiaries in
a unified manner. Although the testinony was never quite
precise on this point, it was apparent that the Conpany regarded
sonme aspects of this federal regulation as an unnecessary
intrusion into, and di sadvantage for, its business operations.

Finally, Virginia Power presented evidence intended to
denonstrate that its financing costs would be reduced if it
could divest its generation business to Dom nion Generation.
Conmpany wi tnesses estimated, based on conversations wth unnaned
persons in the financial community, that it mght realize
savi ngs of as nuch as $250 nillion over the course of the
ensui ng decade.

Virginia Power argued that its Plan woul d benefit both
consuners and potential conpetitors. W wll exam ne each of
t hese putative benefits bel ow

First, it was apparent fromthe hearing that few, if any,
received the "nessage" the Conpany intended. A w de range of

parties, representing residential and snmall business consuners
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(Di vi sion of Consuner Counsel; VCCC), industrial and conmercia
custoners (the Conmittee; AOBA), potential conpetitors
(Cogentrix; AES New Energy; the New Power Conpany), and an

i ndi vi dual consunmer (M. Ellis) who undertook the significant
burden to participate fully in this matter as a Protestant, all
opposed the Pl an.

We note further that the nessage sent by the Conpany was a
conflicting one. On the one hand, as noted, Virginia Power
argued that |egal separation would relieve it of what it viewed
as significant disadvantages, i.e., the FERC Code of Conduct
[imtations, the distractions of the distribution business to
t he generati on business, and financing costs. On the other
hand, however, the Conpany argued that failure to approve | ega
separation would | ead conpetitors to believe that Virginia Power
was regulatorily "protected.” No party gave any indication of
havi ng received, or at |east accepted, this nessage.

The nessage that | egal separation would enabl e Dom nion
Virginia Power to act as a disinterested market facilitator was
simlarly received. Mst parties urged the rejection of the
Plan on the grounds that it would benefit not conpetition, but
only Dom ni on Resources, Inc. On this point, we find Staff
witness Dr. Richard S. Bower's testinony particularly cogent:
| egal separation does not change the unity of interest that both

Dom ni on Generation and Virginia Power have in the success of
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their joint parent, Dom nion Resources, Inc. This is both as it
is and as it ought to be. Corporations exist to nake profits for
their sharehol ders and all corporate subsidiaries have a
fiduciary responsibility to the sharehol ders of their parent.

We find no credence in the Conpany's contrary and conflicting
argunment on this point.

We do not find any reason to believe that |egal separation
will tangibly inprove Conpany operations by relieving the
"distractions" of operating distribution and generation
busi nesses in the sane corporation. Virginia Power's
di stribution operations, according to its evidence, operate at
99.976% of maximumreliability; there is little roomfor
i nprovenent here. The sane personnel who have effectively
operated its generation plants would continue to do so upon
their transfer to Dom nion Ceneration. W find no evidence that
generation efficiency has been inpaired in any way by integrated
utility operations.

We further find that the limtations putatively inposed by
t he FERC Code of Conduct are not a sufficient reason to approve
| egal separation. Virginia Power wtnesses asserted that these
regul ati ons prohibited joint operation of and conmuni cation
bet ween the owners of the regul ated and unregul at ed generati on
assets. The Staff brief pointed out that the primary function

of the Code of Conduct is to limt contacts and joint operation
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of generation and transm ssion operations, to ensure that
potential conpetitors have the sane access to transm ssion as do
the utilities' generation plants.

The Conpany has not sought fromthe FERC a waiver of any
operational limtation that mght exist in its regulations.
These wai vers have been granted by the FERC when it finds that
captive custoners of the utility will not be harmed by the grant
of the relief. The FERC has already granted one utility
operating in Virginia, Delmarva Power & Light Conpany, a waiver
on the basis that the capped rate provisions of the
Restructuring Act adequately protect that utility's custoners.
Thi s Commi ssion registered no opposition to this request for
wai ver .

G ven that the Act provides that sane protection to
Virginia Power's custoners, and that the Conpany has repeatedly
stated an intent never to act in a manner that would harmits
custoners, we find little reason to believe that it will not be
able to obtain fromthe FERC any wai ver necessary and in the
public interest.

Finally, we are not persuaded that there is any financing
"penalty" that will be inposed on Virginia Power unless we
approve its Plan of |egal separation. The Conpany's testinony
on this point conprised conversations that Conpany w t ness Janes

Carney had with fixed inconme professionals. The Conpany stated
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t hat continued joint ownership of generation and distribution
assets mght raise the cost of the distribution function's
borrowi ngs by virtue of the generation function's additional

ri skiness. The Conpany also reported that it did not expect
that its near-termcredit ratings would change under either

| egal or divisional separation. Additionally, the testinony of
Staff witness L. Thonmas O iver presented actual exanpl es of
utility financing where no such "risk prem um was inposed by
the financial markets.

Wi | e under the Conpany's worst case scenario the clainmed
risk premum may be substantial, it would have small inpact on
average custoner bills. Staff w tness d enn Watkins cal cul at ed
that it anmounted to only 19 cents per nonth per average
residential custoner bill. Just as capped rates have enabl ed
the Conpany to retain all savings that may have resulted from
the several interest rate cuts of the past year, its custoners
could not see any "risk premuni increase in their rates, if it
materialized at all, until after the end of the capped rate
period. W are not convinced, however, that the market woul d
i npose any significant financing prem umon the Conpany's
di stribution operations if divisionally and not legally
separ at ed.

If we were to approve the Plan, Dom nion Ceneration would

attain several substantial advantages over any other possible
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conpetitor. It would receive utility plant worth billions of
dol I ars unencunbered by any debt. It would be able to finance
further acquisitions at investnent grade ratings, which are not
avai l abl e to many conpetitive generators. By virtue of the PPA,
it would have an exclusive contract with what would be the

| argest customer (Virginia Power) in the Comopnweal th for at

| east 5 years. No other potential conpetitor could offer power
to the largest custonmer in Virginia during this vital tinme
period. Under the Plan, a primary conponent of its expense,
fuel, would be recovered for it by Virginia Power from

di stribution custonmers, which also intends to recover and pay
over the wires charge fromany custonmer taking service froma
conpetitor.?38

These are advantages that may reasonably be regarded as
i nsurnount abl e by other potential suppliers. The conpetitive
market in Virginia will not be advanced by providing the | argest
player with all these advantages.

The Conpany responds that while these arrangenents may
provide themw th conpetitive advantages, such arrangenents are
required by the Act and custoners need not be troubl ed because
they are protected by the anti-nmarket power provisions in the

Act. Even if the Conpany is correct that the cited portions of

%8 Because we do not herein approve the plan of |egal separation, we need not
and do not make findings with respect to the availability to Domni nion
Generation of either the fuel factor or the wi res charge.
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the Restructuring Act will protect customers, conpetition wll
not be so protected. Those proposing to conpete on a fair and
equal basis in Virginia, as the Act envisions, could not do so.
We are specifically charged by Code § 56-596 A to take into
consi deration the goal of "advancenent of conpetition” in this
proceeding. W find that |egal separation will at this tine

i npede, not advance, that goal.

Advant ages of Divisional Separation

One of the principal advantages of the divisional
separation that we approve in this Oder is that it wll not
require nmuch in the way of change for the Conpany. Virginia
Power acknow edged that its operations are largely functionally
arranged within the present corporate structure. Conpany
w tnesses could think of little of anything that would have to
be changed to functionally separate by division. There will be
fewer uncertainties for custoners stenm ng fromdivi siona
separation. Virginia Power wtnesses Robert Rigsby and Janes
O Hanlon attested that their divisions (distribution and power
supply, respectively) were already operating at high degrees of
effectiveness, and that the sane personnel would be expected to
continue to produce such results if the Conpany was |legally
separated. Custoners expect and should obtain the sanme quality

and reliability of service as they have historically received.
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As this Order has denonstrated at some | ength, the
protections of the Restructuring Act retain their fullest
strength if legal separation is denied and divisional separation
approved. We find this is a significant advantage to divisional
separation conpared to | egal separation at this tine. The
protections enacted by the legislature, and the ability of the
| egislature to continue to oversee this work in progress and
make appropriate adjustnents, renmain nost viable and flexible if
functi onal separation by division is approved. There is nuch
| ess risk of federal regulatory action inconsistent with either
the spirit or letter of the Act, since the federal presence over
Virginia utility assets and operations will not burgeon, as it
woul d if the generation assets were qualified as EWss, subject
to exclusive federal jurisdiction.

We find that the generation assets owned or controlled by
Virginia Power that now serve Virginia customers should continue
primarily to serve the custoners in the Conpany's retail service
territory, and only capacity and energy not needed for custoners
in the Commonweal th nay be used to supply the whol esal e nmarket.
We order this condition upon the plan of functional separation
by division that we approve in this Order. This step is
necessary to ensure continued reliability of service and
adequacy of supply during the transition to conmpetition. W

intend to review this condition periodically and will nodify or
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abate it when conditions no longer require its inposition. W
do not intend to inpound any of the value of the Conpany's
assets or inhibit its ability to conpete in the whol esal e power
mar ket, but our first responsibility is to ensure that reliable
electric service is not jeopardized or inperiled. Further, our
action here does not |imt or restrict the Conpany's affiliates
fromcontinuing their current activities in whol esal e energy
mar ket s.

Functi onal separation by division preserves for Virginia
Power, which is the incunbent electric utility under the Act and
responsi bl e for providing capped rate generation service to its
custoners and which will be the default service provider unless
we designate otherw se, an assured supply of power. Under the
default service pricing mechani smenacted by the 2001 session of
the Virginia General Assenbly, Virginia Power will receive
conpetitive market rates for all of this power after the end of
the capped rate period. It will receive a market rate for al
power supplied to default custoners, and will be free to sel
all power not used by default custoners in the open nmarket.

During the capped rate period, Virginia Power will recover
its unbundl ed cost of service rates (which includes an all owance
for a fair return on its investnent) for its generation. It
will be able to market any power not needed because custoners

purchase energy fromothers and recei ve market rates from such
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sales. Also, during this period, any custonmer that ceases to
buy generation services fromthe Conpany and takes service from
a supplier, will pay a wwres charge to the Conpany designed to
equal the difference in the market price of power and Virginia
Power's unbundl ed generation rate. Thus, Virginia Power should
be made no | ess than whole for the cost of its power production
during the capped rate period.

We believe that the full protections of the Act are needed,
pendi ng the advent of an effectively conpetitive market that can
i npose pricing discipline on all participants. This effective
mar ket pl ace is the goal of the Restructuring Act. It is
appropriate that the General Assenbly has included nechanisns in
the Act to protect custoners while the marketpl ace devel ops.

But, because we find that the Plan is likely to hinder, and not
advance, conpetition, the presence of these nmechanisns, even if
we found they would remain effective with | egal separation,

cannot justify approval of the Pl an.

Fi ndi ngs
We cannot find that Virginia Power's plan of |egal
separation is in the public interest; will provide benefits to
custoners; or, will advance or pronote conpetition. W find
that the Plan, if approved, would provide unfair conpetitive

advant ages to Dom nion Generation. W find that approval of the
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Pl an could negatively inpact reliability of service as shown
herein. W further find that approval of the Plan could
negatively inpact rates for service because the federal agency
cannot be guaranteed to inplenment the requirenents of default
pricing established in the Act.

We find that Virginia Power's assets should, at this tine,
continue in the ownership of the Conpany, and operate in a
di vision functionally separate fromtransm ssion and
di stribution operations. W find, and so order pursuant to Code
8§ 56-590 B 3, as a necessary condition to our approval of the
pl an of functional separation, that Virginia Power's generation
assets shall be nade available for electric service during the
capped rate period and during any period in which Virginia Power
serves as a default provider. W reject the Conpany's proffer
of the PPA as the equivalent of its generation assets as
i nconpatible with the public interest, as denpnstrated herein.?3°
We find that Virginia Power should continue to nmake purchases of
power fromthe whol esal e market when econom cal | y advant ageous
to do so. Finally, we find that any remaining capacity and
energy avail able after capped rate and default service needs are
met may be marketed by the Conpany as its interests dictate

subject to the requirenents of the fuel factor.

3% Code § 56-590 B 4.
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Rat e | ssues

There were few i ssues concerning unbundl ed rates for
generation, transm ssion and distribution services,
notw t hstandi ng the |l ength of the proceeding. Testinony of
Conmpany wi tnesses Brian Cassada and Andrew Evans di scl osed the
Conmpany' s acceptance of, respectively, all Staff proposed
accounting adjustnents, and nost such nodifications to the filed
cost of service and unbundled rates. W w |l approve rates that
recover the revenue requirenents contained in Staff w tness
denn A Watkins' Exhibit GAW5 and designed in conpliance with
the rate designs agreed upon between the Staff and Conpany as
noted by both in the hearing. The rates shall al so enbody the
agreenent expressed in Exh. VP-92 as to the appropriate
treatnent of the difference between Virginia jurisdictional
transm ssion rates and those contained in the FERC Open Access
Transm ssion Tariff. The Conpany shall also nodify its proposed
Ternms and Conditions of Service consistent with our findings in
Case No. PUE010296.“°

In connection with the Conpany's proposed Conpetitive
Service Provider Coordination Tariffs ("CSP Tariffs"),

Conmpetitive Service Provider Agreenent and Tradi ng Partner

40 Commonweal th ex rel. State Corporation Conmi ssion, Ex parte: In the natter

of establishing rules and regul ations pursuant to the Virginia Electric
Uility Restructuring Act, Final Order (Cctober 9, 2001).

58



Agreenent, all of the proposals as revised in Exhibit DFK-35 are
accepted, as discussed in detail below The Conpany shall make
changes to its Aggregator Agreenent to conformw th these
findings as well. Inits Exhibit DFK-35, the Conpany agreed,
anong other things, to withdraw its consolidated billing fee,
its CSP and Aggregator registration renewal fee, and its CPI
escal at or.

Section 56-582 of the Act, which establishes the paraneters
for capped rates, states that capped rates shall "include rates
for new services where, subsequent to January 1, 2001, rate
applications for such services are filed by incunbent electric
utilities with the Conm ssion” and are thereafter approved by
the Comm ssion. The instant application, to the extent that it
requests the approval of fees for new services, falls within the
meani ng of this provision. Accordingly, we will permt the
proposed fees included in Schedule 1 to Exhibit DFK-35 to be
i nposed and col l ected by Virginia Power, except for the proposed
fees for conpetitive service provider registration and custoner
swi tching, which we do not find to be "new services" provided by
the Conpany within the neaning of the Act. There will certainly
be additional costs of doing business in the new choice

envi ronment, but |ike nmpbst other cost increases*' they are not

4 O her than the adjustnents pernmitted for tax changes, fuel expense, and
financial distress under Code 8 56-582 B.
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recover abl e because of the capped rate limtation of the Act.
When the Conpany is eligible to file its next distribution rate
case, and we are free to exam ne both increasing and decreasing
Conmpany expenses, we will be able to consider the recovery of

t hese costs.

Consi stent with the order entered today in the functional
separati on case of Appal achi an Power Conpany, d/b/a, Anerican
El ectric Power-Virginia, Case No. PUE010011, Virginia Power nay
offer interval nmetering at the rates proposed in its Tariffs,
Ternms & Conditions, Section X, to any custoner that requests
such service. The |language in Section X of the Conpany's
proposed Terns & Conditions of Service providing that interval
metering not be available to custonmer groups eligible to receive
the service froma conpetitor shall be renoved. W will dea
with eligibility requirements in the context of our rul emaking
proceedi ng for conpetitive netering.

Section 6.73 of the CSP Tariff shall be revised to refl ect
that the Conpany nmay suspend or term nate certain provisions of
its CSP Coordination Services, based upon changes in the | aw,
only with Comm ssion approval.

We approve the Conpany's proposed tariff and CSP Agreenent
| anguage i ncl uded throughout Exhibit DFK-35 regarding l[imtation
of liability. W find the language simlar in intent to

existing limtation clauses, which are designed to provide
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protection for assets devoted to the public service, as the
transm ssion and distribution assets unquestionably wl|
continue to be, notw thstanding the "deregul ati on" of
generation

The Staff offered alternative proposals for the treatnent
of netering costs; one option assigned the costs to the
distribution function and the other allocated the costs anpbng
the distribution, transm ssion, and generation functions. W
concur with the Staff that there are practical difficulties at
this time in allocating these costs and the rates approved
herein reflect the assignment of these costs to the distribution
function al one.

The Staff recommended that the Conpany conduct annua
conpliance audits to ensure that its internal controls are
adequate and effective. |In its post-hearing brief, the Conpany
agreed to file a plan to ensure conpliance with its proposed
internal controls within 30 days of the Conm ssion's Final Oder
and to conduct an annual internal conpliance audit to ensure
that internal controls are adequate and effective. Accordingly,
we will direct the Conpany to submt, on or before May 1 of each
cal endar year until ordered otherwi se, the results of said audit
to the Division of Public Uility Accounting. Any proposed
changes to the internal controls should simlarly be submtted

to the Division of Public Uility Accounting.
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During the hearing Conpany w tness Cassada agreed to
continue to work with Staff to review the appropriateness of the
assi gnnent of shared enpl oyees and assets presented by the
Conpany, and devel op joint recomrendations if nodifications
appear needed.

Lastly, the Staff requested that generation rel ated
regul atory assets be included in the Conpany's generation
records, which we find appropriate.

Accordingly, IT IS HEREBY ORDERED THAT:

(1) The Plan of functional separation proposed by Virginia
Power herein is denied.

(2) The utility asset transfers proposed herein are
deni ed.

(3) The Conpany shall instead operate under a plan of
functional separation by division and shall submt to the
Comm ssion's Division of Energy Regulation and Public Uility
Accounting any information requested to denonstrate conpliance
with this Odering Paragraph.

(4) The Conpany's unbundled rates for service, as
di scussed herein, are approved.

(5) The Conpany's proposed fees for new services and its
proposed ternms and conditions of service are approved, subject

to the nodifications and limtati ons set out herein.
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(6) The Conpany shall file with the Division of Energy
Regul ation, the rates ordered herein on or before January 1,
2002.

(7) As a condition to functi onal separation by division,
Virginia Power shall nake its generation assets, including the
M. Storm generating plant, available for electric service
during the capped rate period and any period in which it is
designated to provide default service.

(8) The Conpany's proffer of the Purchase Power Agreenent
as the equivalent of Virginia Power's generation assets is
rejected as inconpatible with the public interest as di scussed
her ei n.

(9) Net generation related regulatory assets and rel ated
anortization expense shall be assigned to the generation
function and if booked shall be reflected in that function.

(10) Wthin 30 days of the date of this Oder, Virginia
Power shall submt to the Division of Public Uility Accounting
a plan to ensure conpliance with its proposed internal controls.

(11) On or before May 1 of each cal endar year until
ordered otherwi se, Virginia Power shall submt to the Division
of Public Utility Accounting the results of its annual audit of
its internal controls, and shall as well submt any proposed
changes to these controls to the Division of Public Uility

Accounti ng.
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(12) Virginia Power and the Staff shall together continue
to review and consult to determ ne the appropriate assi gnnment of
shared assets and enpl oyees.

(13) The Commi ssion Staff shall, as necessary, conduct
audits and reviews of the Conpany books, records, and work
papers and conduct neetings to ensure conpliance with 8 56-590
of the Code of Virginia and the regul ations put forth by the
Conmmi ssion in Case No. PUA00029.

(14) This matter is dism ssed.
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Morri son, Conmmi ssioner, concurring:

The majority concludes that the Restructuring Act does not
indicate a preference that functional separation be acconplished
by the creation of a legally separate affiliate corporation to
own the generation assets of the Applicant. The |egislative
record introduced causes ne nore uncertainty on this point than
is reflected in the magjority opinion; yet |I cannot find
sufficient support in the record to conpel a contrary
conclusion. It is the considerable concern | have as to the
intentions of the General Assenbly regarding the matter of the
formof functional separation that causes nme to wite
Separately.

The evi dence of record, including the rebuttal testinony of
Conmpany witness Paul E. Hilton, establishes that during the
consi deration of Senate Bill 1420 and House Bill 2744, sone
menbers of the House Conmittee considering the bills discussed
the then-ongoing crisis in California. Efforts to noderate the
deregul atory process by del aying by one year the date for
functional separation were defeated resoundingly in the
Comm ttee. Thereafter, during the floor debate on SB 1420 in
t he House of Del egates, concerns were expressed by sone nenbers
about federal preenption of Virginia jurisdiction by the

operation of the Federal Power Act if |egal separation were
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approved. Nevertheless, the bill passed the House by a wi de
maj ority.

The primary function of that bill, however, was to alter
the nethod of setting the prices for default service. Nothing
inthe bill spoke directly to the question of federa
preenption, and thus it is a poor vehicle upon which to cone to
the conclusion that the intention of the majority of the nenbers
is that we should cede the Commonweal th's authority over these
generation assets to the federal governnent.

During the course of the House debate, certain nmenbers
speaking in support of the bill gave assurances that this
Comm ssion coul d del ay functional separation; however, we can
find no such authority. Section 56-577 provides authority for us
to delay or accelerate the inplenentation of any of the
provi sions of that Section, but functional separation is not
anong them it being required by January 1, 2002 in 8§ 56-590.

It is not the function of this Comm ssion to enact public
policy in the Commonwealth; it is the function of this
Comm ssion to execute the policies of the General Assenbly as
faithfully as we are able to follow them |If the General
Assenbly finds that the Commonweal th shoul d cede the oversight
of the generation assets to the federal governnent, it would be
i mensely helpful to articulate that policy by statute, and we

wi || proceed as directed.
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Further, if the Legislature should ordain that a corporate
or |l egal separation akin to the Plan is desirable, but that sone
mechani sm attach as a condition in order to retract the
resultant ceding of jurisdiction, then a carefully considered
and crafted contingency statute is needed. Virginia Power's
of fered stipulation that we coul d obligate Dom ni on Generation
to be a default retail supplier under the Act is an exanpl e of
an attenpted nmechanismto attach a "lifeline” with which to ree
back state jurisdiction fromthe FERC

As the majority opinion points out, provisions in the
Restructuring Act do not seemto |legally accommbdate the reverse
role of Dom nion CGeneration selling to custoners at retail.
| nportant provisions of the Plan, including the fuel factor, the
wi res charge, and the question of appointnment of a default
provider all seeminconsistent with the Act to sone extent.
These are anobng a nunber of questions about the Plan, including
its stipulation, that make it difficult to fit within the
Restructuring Act as presently constituted.

It becane clear during the course of the hearing that |ega
separation as proposed by Virginia Power could not take place
until the third quarter of next year, and that is likely quite
optimstic.

| believe consideration of any future application would be

greatly assisted by further consideration by the General
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Assenbly of the ram fications of |egal separation, particularly
the loss of State authority. The Conpany's contention regarding
the intent of the Legislature would be less difficult to accept
if these consequences were squarely debated and cl ear direction,
together with a carefully considered and defined plan for re-

establishment of Virginia s authority in the event of necessity,
is given us by that body.

Wth these additional comments | concur with this order
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